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Federal Communications Commission
1919 M Street, N.W., Room 222
Washington, D.C. 20554
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Dear Mr. Caton:

In accordance with the Commission rules governing ex parte presentations, please
be advised that today, Don Kiernan, Dan Hubbard, and Stephen Melnikoff
representing Southwestern Bell met with Commissioner Susan Ness and her

legal advisor, James Casserly, to discuss Southwestern Bell’s position regarding the
LEC price cap review. In a separate meeting, the same individuals met with
Commissioner Rachelle Chong and her legal advisor, Richard Welch, regarding
the above referenced docket. SWBT presented information regarding access
competition in the Houston market area, and information regarding the influence
of regulation on investment incentives.

If you have any questions, please let me know.

Sincerely,

Commissioner Susan Ness
James Casserly

Commissioner Rachelle Chong
Richard Welch

Mo. of Coples roc’d__Qé_'_L

ListABCDE




RECEIVED

AN «
Southwestern Bell Position JAN ) ’995
LEC Price Cap Review
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Price Cap Plan Has Worked as Intended

LECs’ Investments Have Increased

- Prices Have Declined 13% (27% in Real Terms)

- $7.5 Billion in Benefits Have Flowed to Access Customers
- Price Cap LECs Have Become More Efficient

- The Commission Should Not Now Confiscate the Benefits

Need to Continue Progress That Changes Regulation Consistent with
Changes in the Market

Need Plan that Allows the Market to Create Incentives for Investment
in Regulated Business

- Eliminate Sharing

- SWBT Investment has Increased 24% -- from 53.7% of Cash
Flow to 61.2%

Need Plan that is Rational Based on Competitive Environment and
Adaptive Where There is Less Competition

- Competition Growing Dramatically
- Customers Benefit from True Competition

Need Plan That is Simple
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PEcIAL REPORT

Competitive Risk Analysis:
Telecommunications
as Industrials

Telecommunications Firms' Financial Performance
Continues to Approach the Level of Industrials

ompetitive pressures are rapidly increasing

within the locai exchange relepnone indusay.

As business risk grows, the financial perios
mance of the indusgy wiil have to soengrianin ordear
to mamtain credit quaiity.

This report looks at the level of financal fcicr—
mance required to main=in a given level of cecit
qualitv in fuily compentve industries, and then cor-
pares that to the current finandai perforrmanee of te
teiecommunicanons incuswy. Because of the strong
financial performance of the teleprore industry in r=
<ent years, the median ¢redit proteccon Tieasures Of
the telephone comparnies have grown inceasingly
cioser 0 the median ¢redit protection measures gen-
erated by sumularly ratec industriai companies.

We then compare the reizave levels of usiness risk
betwean the telenhone incusty and 22 other indus-
tries. We do this by an in-depth anaiysis of +he volanl-
ity of earrunes and cash flow for theze inchstries over
the past fifteen vears. ‘

We also anaivze the evel of compezcve threats
that the telephone indusc wiil face in the future 2s-
sumung a fully comreacve environmensz, and corm-
pare this to the level of cocmperdve threars faced oy
typical industrial comparzss, Although Cusiness risk

e
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will cleariy increase for the telephone industry in th
vears ahead. the competitive threats facng the tele-
phone industry are likely to remain beiow average
when compared to most industrial companies. As a
result, the financal performance of the telephene in-
dustry wiil not have to be as high as the fnancial per-
formance of mest industriai companies in order to
mamntain a given credit ratng. We believe that rev-
enues from new services, cost-Cuting midatives, and
underiying induszy volume growth will allow the
telechone comparnies to continue to modestly im-
crove financal performance over e long-term.
These companges that remain comumitted to mamsain-
ing credit qualiry shouid be able to do 50, even in an
increasingiy compettive envirorunent,

Howevar, we also note that less than 10% of the
comnpanies in our industrial universe are rated ‘AA-
or higner. In contrast. approximately 60% of the com-
panies in our telecommunications universe are rated
‘AA- or higher. As the regulatory incentive % rrain-
2in streng equity ratios disappears i a fully compet-
tive environment, the willingness of the telecommu-
nications ¢ompanies to mainin qurTent strong levels
of inanciai perfcrmance wiil become an increasingly
importanc cedit rating factor.

¥ Cctober 1984
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James J. Sterk, CFA
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¢ Telscommunications as industrisis

Duff & Phelps Credit Rating Co. &°

1 Financial Performance in & Competitive Arena

As compentive barriers have come
down, invesiors have secome increas-
ingly concemed about the impact of
competition on the crecit quality of th
'ocal exchange teiephone companies
(LECs). The fear is thar competition
from the long distance carriers. com-
pentive access providers (CADPs), cabie
TV companies and wireiess companies
will result in revenue losses, lower
protit margins, deterioradon in finan-
cial performance and lower credit
quality.

Business nsk is clearlv increasing
within the industry. Market shares are
slowly. and In some cases rapidly, re-
treating from the 100% level, Howaever,
a5 we drgued in qur August 1993 in-
Jdustey  report, “Credit Trends in a
Competitive Eavironument.” we be-
lieve the LECs have a number or com-
pengve strengths that should allow for
matntenance of credit quality despue
increasing business risk. These factors
inciude:

| the ability to continually drive
operanng costs lower;

& strong intemal cash funding that
allows tor maintenance of conservative
capital structures despite heavy capital

1
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expenditures:

» revenue '-"'QW{.. rom new ser-
vices:

® alternacive reguiatory plans that
have provided incentives ior aggres-
sive cost cuttng Dy ailowing the LECs
to keep some of the benefits of reducad
expenses;

u the abiiity to shift capiti scend-
ing from conversion to digital cenrai
office switches and implementation of
Signaling Systemn Seven capabiiities to
the construction of fiber-intensive,
broadband nerworks withcut causing
a sizable incTease in capital spending
levels,

Ag a resuit of these smgths, we
argued in our August 1963 report that
the LECs wouid be atle ‘0 improve
their quantitative financial perfor-
mance enough to offset expected in-
creases in business risk. resulting in
stable credit quality in the near-term.
This has cerrainly happensd in the past
year, and we expect these trends to
continue over the nex: several years.
As can be seen in Table 1. the fnancial
performance of the telecommunica-
tions industrv has improved signifi-
cantly in the past five vears. (For derini-

tiens of ail ratios rererencea m this rezort,
see the sidebar befow). This rapid
strengrhening of financiai performance
{i.c.. lowenng of financial risk) has
heiped offset the increases in comperi-
tive threats and resuited in stable cedit
quality rends.

The critical question hat we will
address in this revort is: Te what extent
does the guandtative financial perfor-
mance of the LECs have to improve
further to maintain credit cuahtv inthe
face of continuing increases in compe-
tition and business risk? It is one of the
fundamenual tenets of credit anaiysis
that higher business risk must be offset
by lower rinandiai risk if cedit quality
is to be maintained. That is why a steei
company requires much higher quan-
titative performance fo maintain a
given credit radng than a utility com-
pany does. The steel company’s eam-
ings and cash flow are far more volatile
than are those of wtility companies.
Therefore, the steel company requires
a greater financial cushion to maineain
a given credit rating. Table | shows the
application of this princizal in practee.

[n generai.. the financal perior-
mance of the ingustrial companies in a

ESITDA/Interest {X) = Net earnings before intere=t. | Cur induscial analysts have typicaily focused their &
narcial risk anaiysis an fixed charge coverages, as oppesed
to pretax nterest coverage, which is more commeniy used

. taxes, depredaton and amorzzation divided by gross in-

terest expense.

EBITDA Margin (%

= Net earnings before interesr,

Definitions of Key Terms

in udiity analysis.
A fxed charge

adjusts the pretax interest.cov-

taxes, depreciation and amortizzdon divided by total rev-
enues.

EBITDA/Totai Capital (%) = Net eamnings before inter
est, taxes, depreciation and amortization divided by the
sum of toral long-term and short-term debt, preferred 2g-
uity, and common eguity.

EBITDA/Total Debt (%) = Net earmnings befare ower-
est. taxes, depreciaton and amertizatien divided by sctal
long-ierm debt and short-term debt.

Fixed Charge Coverage (X) = Net eamings before -
terest and taxes plus the estimatca interest component of
o balance sheet fixed obligaticns divided by gross ineer-
est expense pius the esrimated inwerest component of off
baisnce sheet fixed cbligatirma.

Pretzx Intevest Coverage (X0 = Net eamungs before in-
terest and taxes divided by gress nterest expense.

erage ‘or the impact of of balance sheet iters such as op-
eratng leases. Duff & Phelps Credit Rating Co. assumes-
that ‘he interest component of operating leases is equal &
cne-third of annual lease expense (one~Fuird rens
experse) Because these off balance shest items-have.
tended to be mirdmal within the telecommuricationy -
dustry, wenavehumﬂmﬁyfocasedonmepremm«t'
czve:agemourannivms.

Within the electricutiitty industry, however, off m
mxmsumaapmmdpcwummmggam_
leese cpligations can have a significant impacs on theenedit=-
quaiity of an electric wtility: Thetefore, our anaivsisaithe >
clecrics s abways foameckarran adiused preciximteresr.
coverage, Mhmaa&m&mm

hmmmmmmwamm
- have calcuiated thefixed charge coverage for al of thigteie
ccrTrmmications comamiestiatove follow in TabERWE:
have -aisc shown: theEBIEDA. interest- cnvmgé__am‘f’
EZTTDA to Torl Debe by rating-catezory.




Rating Category

(Sampla size)

AAA
Talecomin. (7)
Industrials (2)

AA+
Telecomm. (8)
Industrials (3)

AA
Tatecomm (7)
industifals {5)

AA-

Tolecomm. (5)
Industrials (3)

A+
Felecomn (B)
tdustrials (19)

A
Telecanmm. (9)
ndustrials (17)

A-
Telocomm. {2)
Industils (12)

BBB+
Tolecomm. (1}
lndustials (18)

88B
Teleconun. {1)
Industrals (1)

HH-
Telecomm. (2}
Indosirals (16)

Orala. Comprastat

1.3
123

103
140

9.6
18.7

76
73

62
50

6.2
51

59
KRY

61
3.1

Medlan Levels of Financial Performance by Rating Category

EBITDAMvIest Fixed Charge Coverage

fo92 1991 1990 19wy Jes3_ y9u2 1991 1990 _1»9 1993
109 9.5 10.0 9.9 64 59 48 51 51 97.2
34.0 238 251 RIVRY] 17.7 141 11.2 128 15.0 225.0
10.5 36 94 8.9 58 48 4.3 44 4.1 78.4
1.3 99 6.6 1.8 64 6.3 57 5.4 72 100.0
89 84 B85 8.2 51 44 4.3 43 4.3 735
121 12,6 10.0 103 72 6.0 6.9 6.4 6.6 1"
87 9t 85 87 46 42 458 4.7 42 7.3
26 112 209 14.0 66 18 6.1 53 4.2 142.9
75 68 12 15 37 44 35 316 34 649
117 57 64 82 49 314 a4 37 49 69.7
7.4 6.4 6.7 6.2 36 3.3 2.8 32 28 58.7
15 66 50 45 44 39 a7 38 35 55.6
44 50 56 7.0 27 24 2.4 2.4 3.4 47.3
46 5.1 4.5 52 24 26 26 28 RN 41.7
89 53 50 52 4 23 2.2 20 23 56.7
46 39 41 50 248 2.4 22 26 26 47.7
52 1.7 55 4.1 2.4 2.1 1.9 26 1.6 40.8
1 34 44 37 23 24 18 22 21 s
34 2.5 24 22 34 19 1.4 1.3 1t 36.1
248 23 2.6 32 1.7 1.5 13 15 1.6 279

Galenlabons: Dull 8 FPhetps Crudit Rating Co.

EBITDA/Towal Debt
1992 1991 1990

849
2250

73.9
1111

724
100.0

76.6
90.9

617
55.6

58 6
583

46 0
43.6

§5.0
477

359
435

J0.0
263

83.2
200.0

ms
100.0

68.6
125.0

712
760

56.9
563

65.5
58 8

42.6
42.0

516
400

839
183.0

748
i

722
909

754
500 0

504
66.7

46.1
50.0

1.6
42.6

367
44.5

228

233

1949

86 0
2250

735
166.7

-~
=
-

747
2500

6408
714

549
690

553
526

45.7
526

329
52 6

219
339
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¢ Teiecommurnications as industriare

Jiven ranng category is Righer than the
financai perrrmance of the teiecom-
muncations comeanes.

"What is interesang to note is that the
median guanttative measures of oro-
tecticn tor the telecommunications
CCmpanies are n many cases already
very aear, or even avove, the levels re-
quired ‘Or simiiarly rated indusrrial
cempanies. Fur example, the 1993 me-
dian EBITDA interest coverage rano
ang EBITDA to Totai Dept ratio for the
"A’ rated telecomumunications compa-
nies are higher than the median ratos
tor tne ‘A’ rated industriais (7.6X vs.
73X and 39% vs. 36%, respectively).
There are numercus other exampies
where  the telecommunications
quantitatives are near or above the
quanatatives of the similarty rated in-
Justnai companies.

lnvestors ¢an draw several other
conclusions trom Table 1. The differen-
tiai between the ratios of simiiarly
rated industrial and telecommunics-
tions comrarues has narrowed in the
past five vears because of the solid fi-
nancial performance of the teiecom-
muricadons industry during that ime.
‘We have not upgraded many telecom-
munications companies despite the
Incustry’s strong financial perfor-
mance because the business risk within
the indusery was aiso rising.

It is aiso noteworthy that the gap
berween the tinancial performances of

‘he w0 groups of curmpanues is wider
i tne hzgrer r2ong categores. In the
‘688’ rating ==iegory, the median 1993
financiaj :—::‘.crmance of the telecom-
munications companies was. without
exception, swonger than the median
{963 financai pericrmance of the in-
dustrials, 2y measyured by the three ra-
Zes shown in Tabie 1.

What 2Us dichctomy suggests is
that the hurcdle to maintain a ‘AA" or
"AAA’ rating in a competitive industry
is quite high., As the competitive
threats within the eiecommunications
industry condnue o escalate, compa-
nies rated ‘A A’ and ‘AAA’ will have to
continue to modestly improve their fi-
rancial periormance to maintain their
carrent racngs. However, the telecom-
municatiens companies that are rared
in the ‘BB3" category have aiready ex-
—erienced 2 drarmatic increase in the
voiatilicy of their operations.

It is importanz to note that the
sampie of tsiecommunicatons compa-
nies rated ' BBB’ is small (there are oniy
four comranies spread across the three
gradadcnsi. Two companies (Sprint
Corp. arc DB Commurnications) gen-
2rate a large porton of their operating
casih flow :rom the fuily competitive
‘ong disTance business; the other two
‘Centei and Teiecnone and Data Sys-
'ams) have mace sigruficant invest-
ments in sha reiativelv more volatile
cetluiar incustrv.

IT Business Risk in a Competitive

Te what exzent is further financ:al
performarnce improvement required ©0
mamntatn the credit quatity of the
higher-rated teiecommurucations com-
panies in the facs of increasing compe-
ttion? Te answer that, we need to ex-
plore the differences in business risk
terwveen the telecormmunications com-
parnues and the average industnai com-
sanv.

The level of business risk is essen-
tizily a subjectve judgment that incor-
corates earmings and cash flow voladi-
itv, economuce cyclicality, the levet ot
orice compedzion within an induswy,
barners o enay, the market posiden of

2ch company. the numper of compen-
tors, the average protitability of the in-
custry, growih potendal and nwmer-
cus other Zactors. The work of Michaei
Perer, an acknowiedged exper: on
comredtive sitategles, is usefui =
“ommarine the husiness nsk of dirfer-

ent indusones. Pamer has described the
‘ive basic comperitive forces as (1) Ease
of Enarv and Ext, (2) Rivalry Between
Existing Competitors, (3) Pressure
Zom Subscdrute Producs. (4) Bargain-
ing Power of Buyers and (5) Bargaining
Power of Suppliers.

Usirg Porter’s five forces as a gen-
eral guice, we Can cormpare the com-
cetitive pesition of the telecommunica-
tons comranies with steel producers,
Histoncaily, one factor was of over-
whelming mmporance when assessing
the competidve natere of the teiecom-
TuUnicACons  indusgy:  government
solicy as a barmer o engy. As a resuit
Of the uiatcrv mandace that pre-
vented cs'noe_..cn and esser!t'.mlv
guaransesd the induscy recovery ofits
operacny expenses (incuding a retem
of anc on cap:mi investment), the casn
Jow voiaglity and therefors business
siek of t~2 locai axchange telephene in-

racry

.‘_.

Duft & Pheips Credit Rating Ca. TP

Cur ratings currently reflect the
higher business risk of e fong dis-
‘ance and cellular industries. The re-
suits of these companies aiready com-
pare quite well with the kind of aver-
age financial periormarnce that is re-
quired for an industrial company to be
rated within the 'BBB’ category. These
‘BBB’ rated telecommunicadons com-
parues do not need to generate increas-
ingiy sronger financiai performarnce 1o
maintain their current ratings. Any
continued improvement in quantita-
tives will likely result in upgrades.

We believe the median financai
periormance of the telecommunica-
tions companies in the ‘BBB’ category
also highlights our concem about the
credit ratings of the cable TV compa-
nies. Among the cavle TV companies,
onty TC and Time Warner carry in-
vestment-grade ratings. Yer the finan-
ciai performance of TCI and Time
Warner as measured by the three rates
shown in Table 1 is weil below the me-
dian financiaj performance of the ‘BBB”
rated telecommunicadons and indus-
trial companies, As the two industries
begin to compete cirecily, the level of
business risk faced by cable TV compa-
nies and telecommunications compa-
nies wiil become increasingty similar.
As a result, the financial performance
of the cable TV industry is going
have to improve if credit raangs are ©©
be maintained.

Arena

dustry was quite low.

But let’s look at the telecommurica-
dons industry asswming there are no
reguiatory restrictions on competition.
Even in a fuily compettve telecom-
munications envirorunent, the barriers
to entry will remain quite high. The
capital investment ecmned to enter
the local exchange market is huge 3s
are the potential economies of scxie.
LZCs today have the ujtiziate in secure
distribution channels ~— they own the
distribution channe! (the locai loop).
Comperitors can build a similar dise-
bution channe! (cable TV and wireiess
necworks), but oniy ac high cost. The
industry is insulatec fom compedtion
from imports. You can’t build a locai
telephone network with cheap labor in
Asia and ship it 'o a high~ccst area in
e United States. Brand identificastion
is very hugh, althcugh potential com-
cettors such as ATET ang MCT have
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>tréng srands of their vwn.

Switching cssts are high. To use a
comepeniuve 3¢sess pravicer as a locai
carrier. the enc-user currentiv is re-
uired 10 chanze his chone aumber.

In the future, number portabiiity
wiil allow 3 <usiomer tw choose an-
other incal carner without ¢nanging
his/her phone numper. This will sig-
mnandy lower switching costs.

The combination of all the factors
menuoned adove feads us o ¢onclude
that there wiil remain a limited num-
ber ot competiturs, The LEC,, by their
stze. will remain the most significant
rorce i the fiai exenange ousiness in
the same manner that AT&T is the
MOSE MERIHCE R rorce in tne jony Jdis-
tance industry.

The barzauung power or buvers
rousneses and qonsumers) alsa suy-
2ty relativeiv low compenuve torces.
o one customer has swenineant bar-
<ANg power over the LECs buecause
virtuaily ey erv business and hionwe has
3 phone,

inonly & tew businesses (such as
telemarketing; is the cost ot telecom-
munications service a significant cosc

ot doing Dusness, imziving that Cus-
tomers have ;ictle leversge. in addition,
teigcomununicaicns spending by con-
sumers s & small porson of tota
housenold exzendirures. We believe
MOSLCONSUITLTS View Isiecommurnica-
HONS sarvice is a bargain reiaave (o the
value added o thewr cusiesses or their
sersonai lives.

" The cenciusion that can be drawn
from this anaivsis s thateveninafully !
competinve z2nvircnment, the LECS
are likely © race 1 beiow average level
of compentiva threass.

Lut's contrast that with the steel in-
Jdustry. Altncugh the stesi industry
Joes have iarge capitai barrers and
lorge economies af scale, brand ident-
fication is low as are switching costs.
(The growtir ot minimiils has proven
that the capreai barriers 10 entrv in this
pusiness are not as lugh as they once
Wre)

Additonraily. steei is a commedity
rhatcan be provides Dy any numoer of
companies :Rrougn open distribution
channels. There are a large number of
competitors in the industry, with no.

one dominan: company. Steel faces |

Tet L s In it ¢

cendnuai threats {rom supsatute prod-
ucts such a8 aiuminum and piastic.
An umporant negarive compentive
issue is the swong bargaining power ot
the autormcnve companies. the largest
buver of stesi oroducts. Seeed is a large
part of the ccsc of their preduct (al-
though this is becoming less rue) and
$0 thev are exTemely motivated o get
the best price possible. Industrv
growth is siow and the dependence on
the aute and constructon industries
leads to high ezonomie cvclicality, This
anaiysis sugg=scs that the compedtive
threats and business risk within the
steei industry are well above average.
Although business risk analysis
empiovs a reladveiy high leve! of sub-
jective judgment. some of the major
business risk fac:ors can be quantified.
At its most Basic level, business risk
analysis attermpts to understand the
volatlity ¢f earnings and cash flow of
a company or an industry. Tnerefore.
we have uncertaken an extensive
anaivsis of the voiadlity of different in-
dustries using several kev statistical
measures.
Table I expiores the historical vola-

| Coefficient of Variation

i 1979-1¢23

; % Change | Fixec Charge | Pretax interast EITTA

' !noustry E3MTA overage | Coverage Towl Capeal

 rsamoe stze) Coeflicant ' Incusiry Ccerficcent | industry Coefficent | Incusuv Coefficzent !
Heaitn Cate 301 032 ! FoowBevarage 5.08 i Fooc/Beverage 0.08 | FoowBeverage 0.05 |
Foc/Beverace 1223 2,80 . Diversiiaa 'ndustnais 3,10 Civersmed InCustiats <17 | Cicming 3.068
Mema (17 172 | Siecmnc Uzl 211 | Secnc Uulty 011 | Reai 2.09
Clotring (1% 078 ' Clothing ¢.12 ! Clothing 0.12 | Consumer .09 4
Siectne Utility 24 2.31 . Retaii 315 | Escwcal Equipment  0.16 | Civershed Incustnals 3.09 |

| Telecomm. 111} 022 | Eiecnea Sauipment 217 | Retmu 0.17 | Secnc Uulity 2.10

i Seraces (18) 0.84 ’l Services 232 | Chemcay 0.22 | Hearh Care Q.10

~ Remi (38) 0.92 | Teieccmmumcalicns 2.1¢ ¢ D&F Camposite 0.2 | Ssrvices 2.1

. Eiecticat Ecwo. 160 1 17 | D&P Cemoosie 120 | Serviess 0.22 | Elecreal Equipment  G.11

{ AerososDefense (120 © 13 | Chemica 320 | Telecommunicatons 024 | DaP Comoosne Q.11

. 0&P Compcute (408 .25 | Aercacace:Detense 322 Machinery 0.25 | Transconation 0.12

. Consumer £r3g. (20 ' 28 (| Consumer Preaucis 222 ¢ Consumer Products ¢26 . Aerospace/Defense 212

. Transporiaren (1) 188 | Heaith Care .24 Heaith Care 0.28 | Chemicst 2.13

. Homeouild.Fumisn. (13) 1£3 | Macrunery 928 Nawral Gas 3.28 | Nawra Gas 2.14

" Chemeai g 28 | Marura Gas 123 ! Transoenaton 228 | Telecommunicancns 016

. Malural Gas 1S a.28 | Transceriayen 2.28 | Aercscaca:Delense 029 | Cil ol |

| Civersifieq \nc. 21y 2.31 | Paper 3.35 | Comouter Sys,/Software 0.06 | Macmnery 018

| AutesTrucks 19) 2.29 | Comm.Cffica Ecuio. 0.38 | Fager 2.26 | Mega 2.:¢ E

! CommJiCffice Equp. (10) 2.55 | Comcuier Sys.Settware 2.35 i CommsClfice Souip. 2.43 l Faper 220 ¢

. Saper (17 285 | Meci 0.ce | Cil Q.43 | Hemeouid/Fumisming 021 I

. Macninery 127 333 | Gi 0,38 . Meda Q.44 Compwer Sys/Scmware 024 ¢

| Comowter Svs.Soft (21} 3.37 | Homeowd Fumisnng .42 | Homeduild/Fumisning .49 | Comm.Cffice Eauio. 225 F

. Memis (16} 217 | tetals 578 1 Mews ¢T3 | AutesTruexs 37 §'
CH (29 118.20 | AutosTucks 2.22 AutosiTrucks 0.33 | Metas a2

“Sxciuges aecic utlities and TMISCOMMUNICIICNS CoMORNes

Cata: Camoussat
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ullty exnibited bv different industnes.
The metnedoiogy that we used in com-
piling Tatie 2 is described more fully in
Appendix A on page 9,

In Table 2. we have ranked indus-
tries bv tne ceefficents of varation
vver the past 13 years for tour key ra-
tios. Those industries with higher coet-
ficlents have experienced more volatii-
ity. As expecred, the results provide
support for the type of intuitive risk
assessments that we regujarly make in
our rating judgments.

Not surprisingly, the auto and met-
als industries exhibit the highest vola-
tilitv. The food and heaith care indus-
tries exiibit the least volatility.

It is interesting to note that the food.
heaith care and clothing industries
Zenerally exhibited less voladlity than
the elecmnic utility and telecommunica-
tons incdusiries during the past 15
vears.

Being regulated
monopolies has not
torily eliminated
business risk. In
fact, we would ar-
gue that the regula-
tors were the cause
of some of the ob-
served  volatility,
paracularly when
you cunsider the
impact of the colos- |

sal regulatory
datttes undertaken Cata: Comousat

|
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SUDeMArkets restaurant ¢hains,
which tend o otiser e vaianlity ex-
hibited by spacaitv retatlers.

From Tabie 2. we can see that the
telecommunicanions companies have
experiencaed lower voianlits than the
average industnizi  empany.  Cf
course, the teiecommunicanons indus-
try was heaviiv regulated during much
of the past 15 vears. wiich conrmibuted
10 its reiative swability. What we really
need to look at is the voiatiiity in an in-
creasingly compeninve environment
To get some idea of the increase in
volatility that occurred as a result of the
breakup of AT&T in 1984, we looked at
our telecommunicacons universe pre-
1984 and post-1984. The resuits are
shown in Tabic 3.

Prior to 1984, the Beil companics
were still part of AT&T, which was a
heavily reguiated company with a mo-
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higher voiadlin than the local ex-
change industry. But once again, the
ImpOrant pont 1s that the higher risk
sortion of the telecommunicatiens n-
dustrv (the long distance industry)
during the higher nsk peniod of the
past fifteen vears (1984 to 1993) stiil ex-
hibited beiow average volatitity when
compared to ihe tvpicai industriai
company.

We beileve the iong dismance indus-
try otfers a userul ccmparison for fudg-
ing the potential voiarility of the LECs
N 2 more compentive enviroRment
The two industries have many link-
ages.
The access revenues of the LECs are
nothing more than payments by the
long distance companies for the use of
the LECs’ networks for the originaden
and terminadon ot long distance calls.
Therefore, long gistance minutes of use
Jenerated by the

Telecom: pra-12884
Telecom: posi-1984
Long Distance: pest-1984

Local Exchange: pest-1984
The long aisance uriversa consists of AT3T. WiCi anc Sort. The local exchange universe
consists of Amsritech. Bed Atantic. SedScuth. GTE. NYNEX. Paciic Telesis. Southwesiam
Rell and U S WEST. Tha telecommuricalions Lnverse 5 Ma comomanen of e ‘ocal ex-
change and the 'ong distence unsverses.

Ceefficients of Variation

% Change Fixeg Charge  PreTax Int.
in E3T0A Coverage Caoverage
0.57 0.08 0.08
Q.48 0.18 020
087 .38 0.20
0.72 3.10 Q.12

Cakcuianons: Dut & Phercs Crect Ranng Co

customers of the

‘ong distancs @i

ers are directly cor-

ESMDA/ reiated to the ac-

Toal Cao. | cessminutesof use

0.02 proviced by the
0.07 LECs.

g:gg Additionaily,

the long distance
,companies are the
natural competi-
tors for ingalATA
toll calls now that
comvection s al-

bv rthe ewxtric ual- ;
ity Ingustry as it tried to recover us
massive wnvestoment i nuclear (and
some coal) power plants in the 1970s
and 1980s.

Inflation and reguiatory lag also
cause some volatility in the utility in-
dustry compared with the relativeiy
inetastic demand for food and heaith
care. wnere higher costs are passed
along w® consumers as thev are wn-
curred,

Thers were some results that
proved somewnat surprising. For ex-
ample. the volatiliry of the clothing and
retail indusiries was less than ex-
pectec.

By further examining the underly-
ing data. we noticed that aithougn the
finandai performance of the compa-
nies that mace up these *wvo indusmes
appeared guite voiadie, the compined
industry data was much less so. In
other words, when one retiier posted
a poor vear, thus tended 10 be offset bv
the swony resuits of another resailer.
Cur remwii universe aiso encompassex

CECIN AT o
nopoiv in lecal exchange operations in
most of the United States anc a near
monopoly in iong distance. After 1984,
AT&T's long distance franchise began
to erodde rapidly, the local exchange
companies began to suifer growing
competidve (osses, and ceiiular opera-
tions became 3 Zrowing (and more
volatile} piece of e cash flow stream
of the industy.

As expected, Tabie 3 demonsaates
a dramatic increase in voiadlity be-
tween these twao Dericds. fet notwith-
suanding the significant increase in
voladlity versus pre-1984, when com-
pared with incustal comparues, the
post-1984 eiecommunicanons indus-
E-xj/ nhas remained ore of the least vola-
tile indusies.

To break thus dewn sven further,
Tabie 3 also icoks at fhe voiadliity of the
fuily comgpeatdve long distance indus-
try since 1984 and the in¢ressingiy
qémpetmve locai exchange wndustry
since 198=.

The loryg 2istance incustTy exnibits

lowed in this busi-
ness in neariy everv sware. Therefore,
the volatility ot the inmalATA :oil
business of the LECs should be simiiar
‘0 the voiattity ot the inrrastate lon
distance business of the iong distanc
carriers.

Of course, we exgect the local ser-
vice piece of the LECSs revenue sceam
will remain subiect to oniy minimai
compedtion in the near term. As 3 te-
sult, we expecr that the LEC induszy
will exnuibit less voiarility in the next 10
vears than the leng distance induseay
has in the past 10 vears. Yet as can e
seen in Tables 2 ind 3, the long dis-
tance industry has exhibited more sta-
bility in the past 10 vears than the aver-
age incusmiai company.

Although no cne can estmate Cez-
fectly how volanle the earmungs and
cash flow of the elecommunicatdcns
ndustv will become m a more wm-
pettive environmen:, our subjecgve
Analysis of the ccmpettive forces tac-
ing the LEC indusay ana cur compari-
sonof the LEC incusay to the long &is-

wm Uq
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ance ndustry dead us o conciude that,
sithougn the dusiness misicin the LEC
mdusiy is clearly snereasing, the leve
of business nsk i likely to remain be-
low average when compared with
most mgustncs.

The stable growth in volumcs, reia-
nve lack of eeonomic cvdicality, hign
profit margins and high barriers to en-
trv all sugyest 3 modest business risk
proriie. Therefore, we do not believe
that the LECs will have 1o generate fi-
nencial performance equivalent to the
periormance of the average mdustriai
company to achieve the same rating. [n
uther waords, to maintin a ‘AA’ rating,
we do not belicve that the typicai LEC
~ill have to achicve a fixed charge cov-
crage level ot 7.2 times or an E3ITDA/
Total Debt ratio of 1117, (the median
1993 foveds for "AA’ rated industrials),

Although medest further strength-
CRIAE N quantitative protection mea-
sures will be required to hold credit
quality at current levels as business
risk continues to vscaiate, we d6 not
believe that the LECs have to fuilv
ciose the gap and march industnai
company gquantitatives to maintain a
given rafing.

Invaur view, the biggest threat to the
stapility of the LECs cash flow wouid
be 1f market share losses occur in sueh
a rapid fashion that cost cutting and
revenues fram new services are not
2ble t0 immediateiv offsct the negative
impact of the market snare losses.

Competitive pressures will not al-
ways impact compames in a staole anc
predicizble fashion. There are likely o

———

be vears wien market share iosses and
pr.'ée Cutting wiil resuit in lower credi:
protection measures. Those companies
that zenerate connnued improvements
in rinancial results woday wiil be berter
abie t0 withstand anv near-ferm pres-
sure that deveiops as a resuit of in-
creased competigon. With 2 higher &-
nanciai cushion, a modest short-term
decline in guanttative ¢redit protec-
Hon measures wiil not automaticaily
result in a downgrade. Imporandy,
we believe the LECs can continue to
strengthen their financiai perrormancea
over the long term. Given sufficient
time !o implement curtenty planned
initistives. cost-cutting, revenues from
new services, and underlving volume
growth should allow the LECs to offset
competitive marke! share losses and
price cuts,

Siowly losing market share in a
,»;rowing'markc! need not Zlways lead
to deterioration of varnings and cregit
guality. AT&T i> a guod exampie of
this principle, Between 1984 and 1993,
AT&T's market share in the long dis-
tance industrv dropped from more
than $0% ta less than 0% and prices
feil dramaricaliv.

Yeat, AT&T's long distance service
revenues still grew ata compeund an-
nual pace of 1%. lts gross margin on
long distance services more than
Joubled, from 37.8 billion in 1984 to
$15.1 billion in 1993, a compound aver-
age aanual growth rate of 7.7
AT&T's cash flow {runds irom opera-
tion exciuding changes in working
carital and before dividends and capi-

I Commitment to Credit Quality

Our biggest concem for the LECs
remawns that some managements will
Jdecide t0 capitalize their companies
with more leveruge fcilowing the
eventual efimination of rate of rerzm
regulation.

Rate of rerurn oversight gives ail
utilifies an incentive to maintain as
much equity in their capitad structures
as the reguiators will allow. Because
regulators have allowed many LECs ©©
earn :he higher sutherized cquiry re-
turmns on equity balances of up to &%
ot total capital, many LECs have guise
‘ogicaiiv capiralized their compantes
with 3 thick component of equitv.

These strong capital structures nave
‘ed 0 tne larme number of AA’ and
"AAA mated LECs.

in a fuily competiive market, rate
leveis {i.e.. pricss) will not be set based
uron hew much eguity 1s in the capitai
struciure. As a result, we are concerned
that some LECs will rethink their capi-

tal scucture goals and decide that the
" costs of 2 ‘AAA’ are grearer than the

benefits of 3 'AAA" I other wvords, the
lower cost of debt hat resuits from a
‘AAA’ does not offser the 2amings di-
ludicn caused by having suen a high
equiry rado.

This is estectaily true given that tne
82D berween LEC fnancial perfor-
mance and incustrial company finan-
dai perrormance is greatest a¢ the nugn-
est :'ar'.ng fevels, In other words. ine
costora"AAA Iy relatively higherina

SomTeniive environment,

Teiecommunicaticas a3 !naustriats

tal expenditures) grew an average of
$.4" annuaily (from S+.9 3illion o
5$10.1 biilion), and its EPS growth rate
was 10.5% (from S$1.25 to 23.08, ac-
justed to exciude one-time items).

The overall growth of the long dis-
tance industry allowed AT&T to grow
revenues in every vear, 2ven while dra-
matically losing marker share and cur-
ting prices. Its strong eamings growth
was achieved throuzh agyressive cost-
cutting effores.

During that same ume perod,
AT&T's pretax interest coverage (ex-
cluding its financial services opera-
tions which are appropriately lever-
aged at much higher ievels) graw from
3.0X in 1984 to 12.9X in 1993. Its debt
ratio {also excluding financ:ai services)
dropped from 39 to 28%.

The decline in the dett rato is even
more dramatic when vou consider that
AT&T has taken pre-tax write-otfs to-
taling roughly $20 biition during the
same 10-vear pericd. The recucticn in
the debt ratio was achieved despite

. these wnte-offs.

The dramatic improvemen: in
AT&T'searnings, cash flow, and credit
protection measures during the last 10
years is not the performance of a com-
pany that has struggied to survive in
an increasingly competitive 2nviren-
ment. This is the story of a company
that has thrived following its reiease
from the reguiatory resirichens and
cuitural lethargy of a }{({)-vear-nid m
nopoly. And it has thrived despite os-
ing 30 percentage points of marker
share in a 10-vear pencd.

We believe it is not just 2 cotng-
dence that roughiv one-thizd of the
telecommurucations companies in our
universeare rated "AAA’ ¢r AA+T burt
less than 3% of the industrai comra-
ries in our universe are rated “AAA" or
"AAST

Nonetheless, even with the adop-
tion of aiternative reguiation n many
states, we believe the porennal for sig-
nificant changes in capual smuchu
within the industy remains a longer-
term threat.

Earned retums are cuite high
throughout the industry: therefore, e
LEGs are extremely wary of lowenrng
the amournt of eguity in their capial
structure, To do so wiil oniy increase
airsady strony ¢amed rerurms and o-
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vite the increased scrutiny of reguia-
tOTs.

Additonally. aithouzgh the average
LEC subsidiary ranng 15 'AA’ the av-
erage rating of the parent companies i
‘A, [f the subsidiaries were to increase
leverage, the parent comparues would
have to deleverage just 0 matntawn
their current ratings.

Finally, we expect all companiey
will evenmally follow the lead 0f U S
WEST and Bell Atianuc and adupt
faster depreciable lives. This wiil cause
reported debt ratics to jump to levels
that better reriect today's economic re-
alitv. Because of this. some companies
may prove reluctant to push debt ra-
tios even higher. As a resuit. rather
than seeing dramatic changes in capi-
tal structures, we expect that onv
changes will be 2votutionan.

YWe are more concermee in general
about the credic quaiity o1 the parent

LY Conclusions

3 Competition has increased dra-
matically in the LEC ingusiry and will
continue to do 50. The LECs tinancial
permormance wiif have to continue
improve modestlv o offset higher
business risk if credit ratings are to ce
matneiined, particaiarty 1o the AA
and "AAA category. Huwerver, because
of the strenz nnancial pertormance of
the LETs in recont vears, the median
credit protection measures o the LECS
bv rafng category nave ¢grown increas-
ingiy closer 10 the median credit sro-
teCNION measures generated v simi-

\umvame:. than we are O[ feir subsid-
farzes. We contnue to see numerous
investment cppornuuties that wiil put
Sressure on :ne capital sTuctures of the
parent companies uniess these nvest-
ments are nnanced n part with eguiry.

Cprorrusties for mnvestments in
locai exchange, cacie TV, and wireiess
srorects are :ikeiy to apounc. domesti-
czily and intermationally. Decending
on the cost of specrum W the juction
and the size of the pcpulation, or
“pops.” that sschicomDany Or parmer-
ship intends o bid for, perscnai com-
municanons services (PCS) couid eas-
ilv requirc investments of 5i-1 billion.
Programming invesimens wouid also
likelv pressure parent company credit-
worthiness.

However. it is impaorant o reiterate
that throug pruden: management of
the balance sneet, companies commit-
e o sirong :.'L-dit Qualite wll likaly

lariy rated industrial compardes.

B Although business risk wilt be
higher in the furure, the dusiness risk
facing the LZCs is likelv to rematn be-
low average when compared tC most
industriai companies. As a resuit. the
financiat gerfnrmance of the LECs wil
aot have o be as hign as the Anancaj
performance of most ndustriai com-
_DQX'HES in order to mainain & g‘.VE!‘L
cregit ranng.

8 Throush revenues TCM new ser-
vicas, cost-tuttng initatives, and un-
deriving wmEustry voiume growh. we
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be able to mamnein credit quality.

A good exampie is the wav that U S
WEST offset the risks associated with
its investment 1n Time Warner Enter-
tainment. Although Time Warmer has
a significant debt icad. US WEST com-
pleted a sizabie equity offering and ex-
tted from the higher risk financial ser-
vices businesses in orcer to maintain
its credit quality roilowing the Time
Warner investment. U SWEST s acqui-
sition of the Atlanta czole TV proper-
ties also was comoieted with a sizabie
portion of equity in order to preserve
credit quality.

U S WEST views the cable TV in-
dustry as one Of its greatest comped-
tive threars. Most cable TV companies
are rated non-inyvestment grade. There-
fore, U § WEST sews its credit strengtn
ag a compenttive advantage and has in-
dicated a dusire 0 maintain or im-
prove ity ranngs in the tuture.

beiieve the LEC: can continue 20 mee-
cstly improve financial performance.
Therefore, we continue to expect gen-
eraily stable ranng wends for the LECs
over a two to four year time fame.

n We believe there is reiadveiy
more downside cotential in the radngs
of the parent comranies and of these
LETs curventdy rsted ‘AA+" and
‘AAA’. Those that choose to mainzin
creqit ranngs shouid be able o do 0.
Beware of those tnat are nor fuily
ccmmines tv  mainwiing  credit
quaiirv. ¥
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22 Methodology of Caleulating Volatai:ty

We have measured volatiity by cai-
culaany the ceerficient or variaton for
four separate measures of financal
perfonmance vver the past 13 vears.

The tour measures that we iocked at
are the percent change in ZBITDA.
{ixed charge werest coverage, pretax
interest cCverage, and £3[TDA to towal
capttai. The EBITDA and pretax wter-
St COverage are two of the most Lasic
measures of credit quality. As such.
however, they sutfer from one flaw
relative to the purpose of this study.

Any interest coverage caiculation
can fluctuate as a resuit of variability in
eamings and cash flow or as a result of
changes in the company's capital struc-
rure. Inother words, interest coverages
reflecs businessand financial risk. Inan
cffart 0 isoiate business risk, we
looked at the percent change in
EBITDA and the EB[TDA to tcral capti-
tal ratio. '

Although EBTTDA to total debt s a
more traditional indicatcr of credit
quality, E3ITDA to total capital is an
indicaton of the cash retumn on total
investment, whether that investment is
supptied bv debt holders or sharenold-
ers. Changes in :his rago, therefore. do
not reflect volarility caused by changes
in the capital stractures of the compa-
nies pemy analvzed. This allows us !0
better compare the relative level of
Tusiness nsk berween :ndustes,

'We compiied from Compustat the
annual financai infermanon neeced to
calculate these four races for approxis

|
|
|
5
i
[
|
i

mateiv 440 companies over the past I5
vezars, We then divided the 40 compa-
nies into 23 industries.

We added the individual companv
formation to derive an annuai indus-
v EBITDA Agure and divided this by
tctal indusery inrerest expense to cicu-
late our industrv E3[TDA tnterest cov-
erage for each vear. |t shouid be nored
that by compiiing the data in this man-
ner, the industry ranos are essendally
the weighted average ratios of the com-
panies that make up each industry. Al-
thougn there are 13 comparues in our
automotive/ trucking industry, GM.
Ford, and Chrvsier dominate the in-
dustry torals.

We then calculated the coefficient of
vanation for each of the 13-vear senes
of industry racos that we denved. The
standard deviation 15 the basic mea-
sure of voladlitv used by statistcians.

However, the standarc deviadon is

size-dependant and therefcre s not .

comparable berween incusmies with
diffarent absciuze leveis of EBITDA or
interest coverage.

In other words, if the calcuiated
preax interest coverages ict two sepa-

-rate incdustries happene< to be eguaily

vanabie, tut the average levei of cov-
crage in one industry was 3.0X and in
the ather it was 10.0X. the second in-
dusry would have a standard devia-
non rvice the stanaard deviaton ot e
arst indusory.

The coetficient of var:acon adjusts
‘or this data differennal dv dividing

the standard devianon of a sampie by
the mean of the sampie. The cce!fi-
cients of vanatien for each rado over
the past 15 vears sorted bv indusarr are
what is shown in Yaoie 2.

We made verv few acjustments 0
the raw data proviced by Compusat.
In 1988. U.S. GAAP required that fi-
nancial statements begin to consoiicate
the finandal services subsidiaries that
previously had not be=n consoiidated.
As a result, there was a significant
junp in the data in 1988 for the auto
(GM, Ford, and Chrvsler) and eiecrical
component (GE) industries. This jump
introduced artificiai distortion into the
numbpers and as a result, the coefficient
of variations shown in Table 2 for these
industries reflect only the vears prior o
1988.

We pulled frem Compustat enly
dama iterns that exciuded non-recurring
or unusual items. However, we did
natice that the data included the im-
pactof very large non-cash, non-recur-
ring items for A'&T in 1986 and Co-
lumbia Gas in 1991. We adjusted the
data to correcs :i-.s 2rTOr.

Althougn there are other adjust-
ments that mignt have been made ‘o
the data, checking and adjusang the
more than 130,000 data items that
made up our study is beyand the scope
of this study (and the patience of its
authors). We were ajter order of mag-
nitude differences derween the indus-
tries. and the data cleariy supports our
inruigve exgecancns, ¢
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Industry Growth Rates B Supplemental
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COMPETITION IN HOUSTON, TEXAS ACCESS MARKET

Observations:

0

Map 1: Access revenues are highly concentrated in small geographic
areas. Therefore, relatively small capital deployment can reach the
majority of access customer revenues.

0 Map 2: Competitors have built networks in the Houston market area
which cover the "red zone" (most dense area) and make significant
inroads in the "yellow zone" (next most dense).

0 Map 3: CAP networks have reached virtually every carrier POP in
the Houston market area.

o Map 4: CAP fiber reaches 95% of the existing DS1 and DS3 circuits
in downtown Houston.

Conclusions:

0 Access customers in Houston have the ability today to choose among
competing providers. This market area is intensely competitive.

0 Competitors price under the umbrella provided by SWBT tariff prices,
and have the ability to negotiate and close deals without the process
delays faced by SWBT.

0 In order to effectively compete in a market like Houston, SWBT must

have the same flexibilities in terms of pricing and process that its
competitors have. Only then will customers experience the full
benefits of competition.



Southwestern Bell Territory
(Switched and Special Access Revenue)

Access Revenue
As of February 1994

Il Top 30% of Revenus

[] Next 30% of Revenue
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Houston Major Market Area
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Points-of-Presence (POPs)

AT&T
MCI
Sprint
Others




Competitor Fiber Routes
Downtown Houston
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LEC Price Cap Plan
At Implementation (1-1-91)

Each Basket has its own Price Cap Index (PCl) = Inflation - Productivity Offset +/- Exogenous.

Common Line Traffic Sensitive Special Interexcnange{ < Baskets
PCI (- Demand PC! +0% PCl +0% PCl +0%
Adjustment) +0% /
Local Switchin% Infermation f Servics
, Categories
PCl +/-5% PCl +/-5% "4
Local Transport
FCl +/-5%
Audio / Video
PCl +/-5%
Wideband High Cap
PCl +/-5% PCl +/-5%
Subindexes == DSt 0S3
FCl +/-5% FCl +/-5%

Productivity Offset 3.3%, with 4.3% option.
50/80 Sharing, with eventual 100% sharing.

Exciuded from price caps: speciai construction; packet switching; PIC change
charges; air-ground service; contract offerings in combination with interexchange
carriers for services to the Federai Government.



LEC Price Cap Plan
as of 2-1-24, with Proposed Changes

Each Basket has its gwn Price Cap Index (PCl) = Inflaticn - Producdwvity Cffset +/- Excgenous.

Commen Line

FCl (less Demand
Growth Adj.) +0%

Eocai Switching]

PCl +/-5%

Information

PCl +/-5%

/,

Database

FCl +/-5%
l

800 Vert. Sves.

FCl +/-5%

* Inciudes Tandem i
Switching Charge & y
Tancem-Sw. Transport /.

Cecnnection
Charge

Connection Charce
Qursice of Price
Cap Saskets

Traffic Trunking Interexchange éBESkEtS
Sensitive
FCl +0% { +30%
FCl +0% o
VAN
/| \
/ Biling Name
& Address / '
Audic / Video
FCl +/-5%
| PC! +/-5%
/ | \,
Operator Services{ /| \
(proposed) 1 Wideband
, = e
FCl +/-5% , FCl +/-6%
Voice Grade Interconnecion
PCl +/-5% Charge
PCl +0%
‘/ / High Capacity
/
PCl +/-5%
Tancem * Zone 1
FCl <2% -5% POl +5% -10%
L Cst @ CSs@
|t
r— FCl +/-83%% PCl +/-5%
Zone 2
p————— —~— 2= . ~o, ; f
FCl +253%5-10% P—— ‘ X
‘ Zene 3 Zone 1 Zone 1
Zere 2 |- FCI +5%-10% £ —:!-5;36 -10% FCl -:{-5\%-10%
ECI ~5% -10% L
Separzre zones Zone 2 Zone 2
for Switchied & o " 0%
Zene 3 Soeciai unti ... FCl 58 e -10% PCl +8%i
FCl <575 -10% ‘

+

Shown here are those rules ordered and those
proposed by the FCC. The transport structure
is that contained in CC Docket No. 91-2135.

Second Report and Order. reieased 1-31-94.

Zcne 3

FCl +5%6-1C%

@ Inciuces Cirec:

Trunkec Transcer anc

P - e
Zorarca /2cges




